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Statement of Need and Reasonableness:

Items B through G are necessary for implementation of the adjustment to

the program operating cost payment rate. The items specify guidelines for
the request, evaluation, rate setting, and recoveries.

Item B establishes the information that must be included in a written
request for the one-time ad justment. It is necessary and reasonable to
document that the deficit cannot be corrected through a special needs rate
ad justment so that the one-time ad justment remains the avenue of last
resort and other methods of ad justment specifically designed for that pur-
pose are used first. It is necessary and reasonable for evaluation and rate
setting purposes to have a copy of the commissioner's order which indicates
the number and type of staff that are needed to correct the deficiency, the
projected costs and plan for correcting the deficiency, the reasons the
facility was unable to meet staff ratios under curreat or prior rates and
information concerning prior and present staff hours and costs. Without
this information the interaction between need, resources, and corrective
plans will not be established and sdherence to the legislative requirement
at Minnesota Statutes, section 2568.501, subdivision 2 would noct be met.
Therefore, rates would not be ad justed because the commissioner would be
unable to determine if the additional costs must be incurred for the quality
care of residents in efficiently and economically opersted facilities.

Item C establishes the method for evaluation of the facility's request.
It is necessary and reasonable to establish the criteria so that providers
and department staff have clear guidelines. It is reasonable to only allow
the reasonable cost of the additional program staff so that state resources
are specifically targeted to the direct care of residents. It is reasonable
to derive a per diem by allocating the additional costs to the greater of
tesident days or 85 percent of capacity days because historically based
program costs are determined in this same manner prior to establishment of
the payment rate. It is reasonable to deduct efficiency incentive payments,
amounts attained by reallocating the facility's costs, and the debt reduc-
tion allowance not used for debt reduction from the requested amount because
it would be inappropriate to pay increased rates to correct a deficiency in
the facility's care program vhen current tates include amounts not related
to cost which could be used for those purposes. ’

Item D is necessary so that the approved rate request can be added to
the facility's current rate. This adjustment will take effect on the first
day of the month following the commissioner's determination. It is reason-
able to use this date because the first of each month starts a new billing
cycle.

Item E specifies that the ad justment will be in effect for 12 months
and that at the end of this period, a fiscal and program review will be con-
ducted. A l12-month period is a necessary and reasonable time period in
which to analyze the cost. The fiscal and program revievw is a necessary and
relsonable way to assure that the additional payments are used as intended.
Subitems 1 to 3 detail actions that may result from the review process. It
is reasonable to recover amounts paid and to disallow the incurred costs if
a facility fails to meet the required staff ratios because this would cir-
cumvent the intent of the rate ad justment. Also the desired result of
meeting minimum staffing standards for the particular facility would not
have been achieved. It is reasonable to recover overpayments that result
when actual costs are below the payment level established for the adjustment
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~because the increase in rates is designed to be attributable to increases in

costs. Therefore, if the actusl costs of the additional staff are below the
estimated costs projected by the provider, the overpayment must be returned
to the Medical Assistance Program. Also, the adjustment is established from
a budgeted amount and thus it would be unreasonable for a provider to profit
from supplying either less inputs or less expensive inputs than agreed to
when the request was granted, It is reasonable to not make retrosctive
dollar settle-ups to cost when costs exceed payment levels in order to give
providers an inceantive to accurately budget for cost increases. If this

is not done, the facility's request and the commissioner's evaluation of the
request become meaningless. The reduced ad justment or continuation of the
payment until the September 30 following the end of the reporting period
which includes 12 moaths of the additional costs is & necessary and reason-
able method to establish an annualization of the historical base for pur-
poses of establishing the facility's payment rate in future rate years.

Item F specifies the accounting requirements for costs associated with
the adjustment. Recording the costs of the additional progras staff separ-
ately and disallowing those costs until those costs became part of the
historical cost base of the facility is a necessary and reasonacble method to
facilitate the commissioner's fiscal and program reviev and to avoid dupli-
cate payments for the same service.

Item G limits each facility to one ad justment. It is necessary and
reasonable to limit each facility to one ad justment so that esse in admi-
nistration is msintained and disruptions to the prospective nature of the
rate setting process are minimized. Once the ad justment becomes part of the
historical cost base of the facility, the regular trending of costs provided
for the operating costs will be sufficient to maintain an adequate cost dase.

X. DETERMINATION OF THE PROPERTY RELATED PAYMENT RATE - Part 9333.0060

Statement of Need:

Subpart 1l is necessary to inform providers of the method used to calcu-
late depreciation for the purpose of establishing a depreciation allowance
under these rule parts., ‘

Depreciation is a method of assigning the acquisition cost of capital
assets to the particular periods or products that benefit from the utiliza-
tion of the assets.

It is necessary to establish a depreciation allowance to compensate
providers for the cost of capital assets used by residents during the
period of use.

Reasonableness:

It is reasonable to reimburse providers for the cost of capital assets
uskd by residents because the cost of these assets is a necessary cost of
providing ICF/MR services. It is reasonable to spread the reimbursement of
the cost of these assets over the useful life of the asset to avoid unne-
cessarily high costs during the year in which major capital assets are
acquired and to more accurately allocate the costs to the periods in which
services are provided. Calculating depreciation is also s standard practice
in the public and private sectors and an integral part of accrual based
accounting. Because the assets are of benefit for more than the year of

-51-



a‘fiui__ Date Rec'd _3 20 g

5o

HCF#

Date Appr. 7'9‘086

Superce.

Lo LL

Date Eff,

B
P

3

State Rep. In.

acquisition, the cost of the assets is typically allocated over the life of
the asset.

Statement of Need:

Item A, subitem 1 is necessary because to calculate depreciation and
for general accounting purposes a method to determine the value of the
capital assets must be specified.

Reasonableness:

The creasonsbleness of valuing capital assets at historical cost has
ics basis in generally accepted accounting principles (GAAP Guide, 1984:
p. 11.02). Under GAAP all assets are recorded in the financial statements
at the cost of acquisition, i.e., historical cost. Until the asset is sold
no increase in value is recognized. The concept of using the cost incurred
vhen the capital asset vas first placed in the program is necessary to
comply with the Deficit Reduction Act of 1984, section 2314, (DeFRA), which
prevents an increase in the cost of an asset due to changes in ownership.
This provision essentially prohibits the practice of paying for the same
capital assets more than once, since this practice is unduly costly. Since
the sale or reorganization of s provider entity generally results in addi-
tional depreciation expense without s corresponding increase in care quality
or the level of service provided, it is reasonable to disallow that increase

in cost.

Statement of Need:

Subitem 2 is necessary to clarify howv donated asssets are to be valued
because there is no cost to the facility. It is reasonable to limit the
value assigned to donated assets to the net book value of the donor which
takes into consideration the depreciation already accruing to that assset and
so that the asset is not depreciated more than once.

Reasonnbienes::

It is reasonable to use the net book value of the donor as the capital
cost for the donesto reflect the depreciation that has already been paid on
the asset. Paying for capital assets a second time is not an expense that
must be incurred to provide quality care for residents (Minnesota Statutes,
section 256B.501, subdivision 2). This provision is also consistent with the
ob jective of DeFRA. .-

Statement of Need and Reasonsbleness:

Subitem 1 is necessary to clarify that the provider may not claim
depreciation on assets purchased through government appropristion or grant.

., On occasion, capital assets are purchased through governmental
appropriations and grants which do not require repayment through the
operating revenues of the facility. To pay for depreciation on such assets
would result in duplicate payment by the taxpayers. "It is reasonable to
prohibit duplicate payments by the goverament because these payments are not
consistent with cost containment limitations on the amounts of reimbursement
for property specified in Minnesota Statutes, section 256B.501, subdivision
3, and would not be a prudent use of limited government funds.
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§22&£:2_ﬁ is necessary to inform providers of the process to be used
to claim depreciation for additions and replacements. Increasing the cost
of the capital assets by the cost of the additions or replacements is
necessary to allow the provider to receive compensation for the cost of that
addition or replacement.

Statement of Need:

Reasonableness:

It is reasonsble to capitalize the cost of additions or replacements
because these changes increase the capacity or operating efficiency of the

facility and under generally accepted accounting principles expenditures
that increase the capacity or operating efficiency sre capitalized. It is
reasonable to ravise depreciation charges on the basis of the new book value
because this process is consistent with GAAP (GAAP Guide, 1984: p. 11.03).
It is reasonable to measure the revision prospectively and account for it in
the current and future periods because those are the periods benefited by
the addition or replacement and this method of accounting for the cost is
consistent vith GAAP and integrsl to the sccrual basis of accounting (GAAP
Guide, 1984: p. 11.03). Based upon generally accepted accounting principles
and in the interest of cost containment, it is reasonable that increased
depreciation expense be claimed at the point construction was completed or
the capital asset vas replaced because no benefit is derived from the addi-
tion or replacement until the process has been completed.

Statement of Need:

Subitem 5 is necessary to clarify how the accumulated depreciation on
used assets will be determined so that the remaining deprecistion to be
included in the reimbursement rate can be deteramined.

Reasonableness:

It is reasonable to use the useful life schedule in Item B., subitea l.,
to promote consistency between the way nev capital assets and used capital
assets are depreciacted. Using the same schedule also incréases objectivity
and makes the rate-setting process less complex. The initial limiting of
accumulated depreciation to 50 percent of historical capital cost, is
consistent with the one half of useful life limit established in Item B,
subitem 2 and is a reasonable wvay to make sure that the provider is able to
receive some depreciation on a used asset to compensate him or her for the
cost of that asset.

Statement of Need:

Subitem 6 is necessary to control the amount paid for capital assets
and comply with the Deficit Reduction Act of 1984. The increase in the
costs of capital assets due to changes in ownership or reorganization would
result in duplicate reimbursement for these capital assets.

Ressonableness:

It is reasonable to limit payments so that limited resources are
targeted to resident care rather than capital assets. This provision also
creates stability in the industry by eliminating the incentive to sell which
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over time results in increased equity. Also, the increasing of the histori-
cal capital cost of an asset as the result of a casualty loss would creace
an incentive to not carry appropriate levels of liabilicy insurance.

In addition, this provision is reasonable because it promotes cost con-
tainment as required in Minnesota Statutes, section 256B.501 and prevents
duplicate payments for the same asset as addressed by the Deficit Reduction
Act of 1984, section 2314. Also, to reimburse for a casualty loss would not
promote the efficient and prudent management of capital assets as required

in Minnesota Statutes, section 256B.501.

Statement of Need:

Subitem 7 is necessary in order to prevent situations in which the
sccumulated depreciation allowance paid could exceed the historical cost of
the capital ssset. This provision is necessary to comply with the Deficit
Reduction Act of 1984 and be consistent with other provisions designed to
ensure that assets are oanly paid for once.

Reasonableness:

Depreciation can be defined as reimbursing the cost of an asset. Given
this definition, it is reasonable that the depreciation allowance paid not
exceed the historical cost of that asset. This is a reasonable way to limit
the amount of reimbursement for property as required in Minnesota Statutes,
section 256B.501, subdivision 3, wvhile reimbursing providers for costs
incurred.

Statement of Need:

Item B establishes the method used to compute deprecistion.

Two of the conventions that accountants depend upon to aid ia the

interpretation of financial information are comparability and consisteacy.
Because there are several methods to compute depreciation, it is necessary
to select a specific method and apply it comsistently. ‘

Reasonablenesi:

The Internal Revenue Code ebeo lists the straight-line method as an
acceptable method. It is reasonsble to use this method because it is widely
accepted, easy to compute, and consistent with past reimbursement methods.
The use of other methods of depreciation would result in an acceleration of
depreciation payments with no benefit accruing to resident care. Also, under
the current straight-~line method, the depreciation payments exceed the
required principal payments in the first several years of the asset's useful
life.

Statement of Need:

Subitem | is necessary because an estimate of useful life is needed to
compute depreciation of a capital asset using the straight-line method. An
industry-wide standard is necessary to increase comparability and con-
sistency.
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1t is reasonable that the lives assigned to the facility's capital
assets be as listed in subitem (1) in order that the standard of consistency

be maintained with prior reimbursement rules,

Reasonableness:

Statement of Need:

Subitem 2 establishes the useful life of a used capital asset. As with
the case of a new asset, an estimate of useful life is needed for a used
capital asset in order to calculate depreciation using the straight-line
method.

Reasonab leness:

Again this subitem is necessary and reasonable to promote consistency
between this rule and prior rules.

Statement of Need:

Subitem ] establishes the useful life of leasehold improvements. An
estimace of the useful life of the leasehold improvement is needed for the
computation of depreciation using the straight-line method.

Reasonableness:

It is reasonable to treat leasehold improvements in the same manner as
other capital assets because they are owned by the provider and they should
be depreciated in the ssme manner as capital assets owned by other providers.

Statement of Need:

Item C establishes an investment per bed limit on total historical
capital costs. Minnesota Statutes, section 256B8.501, subdivision 1, directs
the commissioner to "establish procedures for determining rates for care of
residents of intermediate care facilities for the mentally retarded."” In
developing the procedures, the commissioner 'shall include "limits on the
amounts of reimbursement for property, general and administration, and new
facilicies.”" This provision is necessary to comply with the directive given

by the legislature.

Reasonableness:

This provision has been included in reimbursement rules for the ICFs/MR
since 1973, Minnesota Rules, parts 9510.0500 to 9510.0890 and 12 MCAR §§
2.05301 to 2.05315 [Temporary]. Similar provisions have also been included
in the nursing home reimbursement rules, Minnesota Rules, parts 9510.0010 to
9510.0486, and Minnesota Rule, parts 9549.0010 to 9549.0080. The table of
limits stipulated in subitem l is annually adjusted for inflation and provi-
de's for a Class A - Class B differential which reflects the different level
of property costs associated with each type of bed. It is reasonable pudblic
policy to establish this type of limit on capital assets in order to con-
serve resources and to encourage prudent msnagement of capital assets. The
legislature's intent reflected in Minnesota Statutes, section 256B.501, sub-
division 3 establishes that limits on property cost are necessary.
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Statement of Need:

Subitem 2 establishes an annual ad justment to the limits in subitem I,
The cost of constructing and buying new buildings and equipment increase the
historical cost base of capital assets, Therefore, it is necessary to
reflect this increase in the limits which are applied to capital assets,
This allows new providers to purchase or construct new facilities at curreat
prices,

Reasonableness:

It is reasonable to adjust the capitsal asset limits according to the
percentage increase in the construction index published by the Bureau of
Economic Analysis of the U.S. Department of Commerce because this is & repu-
table index developed by an outside agency. This index is a good indicator
of changes in construction cost which is directly related to the cost of new
capital assets. PFurthermore, since the same index has been used since 1973
to update the limits, there is consistency of application. The index also
includes all code requirements since it is based upon actual new construc-
tion costs.

Statement of Need:

Subitem 3 establishes how the costs related to Life Safety Code
complisnce will be handled. This provision is necessary to enable providers
to comply with changes in the Life Safety Code which occur after the facil-
ity entered the program. It is necessary to protect the health, safety, and
wellbeing of mentally retarded persons as required in the Mental Retarda-
tion Protection Act. (Minnesota Statutes, Chapter 252A.) It also promotes
stability by enabling the provider to meet the life safety requirements vhen
the investment per bed limits have been reached.

Reasonableness:

This part provides the means by which providers can make the necessary
investment in new capital assets to comply with changes in the Life Safety
Code. It is reasonable to compensate a provider for these costs because
they are necessary to retain their license and for the protection of resi-
dents. It is reasonable to allow this ad justment only for the Life Safety
Code changes that occur after the facility enters the Medical Assistance
Program because changes in the Code are incorporated in the annually
adjusted limits.

Statement of Need:

Subitem 4 establishes a method to update a facility's investment per
bed limit. This provision is necessary because a provider must replace
equipment and upgrade the facility over time and in order to be able to have
these costs recognized, it is necessary to update the facility's investment
per bed limits. An increase in the per bed limitation is allowed after a
facility's first three full reporting years and every three full reporting
years thereafter. The amount of the increase is determined by the average
of the annual percentage increases in the investmeat per bed limitation for
the current reporting year and the previous three full reporting years.
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Reasonableness:

It is reasonable to allow a periodic increase in the investment per bed
limitation of a facility to allow for the replacement of equipment due to
wvear and tear from operation because these are costs that must be incurred
for the quality care of residents. It is also reasonable to recognize that
the cost to replace equipment will be higher than the cost of the original
equipment due to inflation. Also, since the useful lives of capital assets,
exceed this three year period and since these assets generally are not
replaced more often than after they have exceeded their useful life, it is

reasonable that the update of limits be at least as long as every three
years. Additionally, this provision essentially replicates similar provi-

sions in the prior ICF/MR reimbursement rules.

Statement of Need:

Item D establishes procedures to account for gains and losses on the
disposal of capital assets. Guidelines are necessary to clarify how to
account for capital assets that are retired or disposed of by abandonlnn: or

sale.

Reasonableness:

It is reasonable to account for gains and losses on the disposal of
capital assets in the computation of sllowable costs because essentially any
gain or loss represents an over or under payment in depreciation expense
paid. Therefore, the amount should be reflected in the computation of
future payment rates. To continue to allow depreciation costs for assets
that have been retired from service or abandoned would not be & necessary
cost and should not be reimbursed.

It -is' reasonable to limit the amount of the loss in any one reporting
year to prevent a distortion of the paymsent ratse. Also any amount vwhich
cannot be claimed in the reporting year may be carried forward to future
reporting yvears. Additionslly, the treatment of gains and losses in this
item employs . similar concept as that employed by the Internal Revenue

Item E deals with the funding of depreciation. The provision is
necessary to "assure efficient and prudent management of capital assets as
required in Minnesota Statutes, sectioa 256B.501, subdivision 3.

: | Service.
y Zthiq Statement of Need:
N
\ }
!

° Reasonableness:

Date Rec'd 5%
.

| The funding of depreciation is a reasonable concept used by organiza-
: * tions with a large investment in long-lived fixed assets to sccumulate a

N fund to replace the asset at the end of its useful life and to provide for
h& the time when principal payments on long-term debt exceed depreciation.

. Many non-profit organizations and also providers who are financed by the

z - Minnesota Housing Finance Agency fund depreciation currently. The concept
ot of funded depreciation is a reasonable method of achieving the objectives of
_ enhancing the financial stability of this industry and encouraging the accu-
- 7 mulacion of equity. These objectives are supported by legislative require-
ment in Minnesota Statutes, section 256B,.501, subdivision 3 and by the LAC
Report (LAC Report, 1983: pp. 56-63.)
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Statement of Need:

Subitem | establishes the formula for funding depreciation as a percent-
age of equity. It is not necessary that all depreciation paid be funded.
Therefore, it is necessary to establish the method to determine the amount
of depreciation required to be funded. As the percentage of equity
increases, the amount of the annual deposit decreases.

Reasonableness:

This is reasonable in light of the fact that one of the objectives is
debt retirement. Since interest income earned on unfunded depreciation is
not an offset against capital debt interest expense, providers have an
incentive for the accumulation of equity since the interest income accumu-
lated on the unfunded depreciation may be used by the provider without

restrictions.

Statement of Need:

Subitem 2 describes the investment vehicle for funded deprecistion. 1In
line with the overall goal established by the legislature of assuring effi-
cient and prudent management of capital assets, some guidelines for the
investment of funded depreciation assets is wvarranted.

Reasonableness:

Funds which are accumulated for the purpose of replacing capital assets
and reducing capital debts should be placed in an investment which is both
low risk and liquid. Savings accounts, certificates of deposit, and United
States Treasury bills meet these criteria. This is a ressonable requirement
since liquidity and integrity of these funds is important to accomplishing
the objective of replacing capital assets and reducing capital debt.

Statement of Need:

Subitem 3 describes the uses of funds in the funded depreciation

; account. In order to fulfill the objectives of a funded depreciation

account, the funded depreciation account must be used for making principal
payments for the purchase or replacement of capital assets and for payment

of capitalized repairs.

Reasonableness:

It is reasonable to limit the uses of the funded depreciation account
in order to assure that the facility has adequate resources to meet its
future capital needs. This increases the stability of the industry which
benefits providers, residents, and taxpayers.

Statement of Need:

Subitem 4 limits the amount of the withdrawals of funded depreciation
for the purpose of purchasing capital assets. Some testrictions are neces-
sary to insure that the funded depreciation account contains enough fuads to
wake trequired principal payments when these payments exceed the annual
depreciation allowance.
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Reasonableness:

Since the funded depreciation amount is also used to purchase, replace,
or repair capital assets, it is reasonable to allow withdrawals which do not
exceed 50 percent of the cumulative amount deposited in the account.. This
will assure that the provider will have adequate deposits remaining which
can be used to make principal payments and sufficient funds to purchase,
replace, or repair capital assets.

Statement of Need:

Subitem 5 requires a separate funded depreciation account for each
facility. In order for the Department to be assured that the funded depre-
ciation account is properly administered separate accouating is a necessary
element. The amounts deposited and withdrawn should relate to the same
facility. If providers were permitted to commingle these amounts the pur-
pose of funding depreciation could be circumvenced.

Reasonableness:

Requiring a separate funded depreciation account for each facility
decreases the likelihood that the furnishings and equipment at one facility
will be upgraded at the expense of another facility. Also, it prevents the
mixing of assets and provides a complete sudit trail for auditing and
accounting purposes. For these reasons, subitem 5 is a reasounsble require-~
unt L d

Scatement of Need:

Subitem 6 proposes an income offset on nonallowable withdrawals. To
insure compliance with subitem 3 which limits the use of the funded depre-
ciation account, it is necessary to estsblish a sanction for providers who
use these funds for other purposes.

Reasonableness:

Withdrawals from the funded deprecation account which are used for pur-
poses other than those listed in item subitem 3 would have produced interest
income had they been left in the fund. Therefore, it is reasonable that
interest income earned by those funds before withdrawal be used to reduce
the allowable property related costs as a sanction for misuse of these
funds. The first in, first out stipulation provides the basis for deter-
mining how much interest income is to be offset. This provision is a rea-
sonable method to insure that funds are used appropriately.

Statement of Need:

Subitem 7 establishes the procedure to be followed when s provider
fails to deposit the required amount in the funded depreciation account. It
is necessary to explain these procedures so that providers and Department
staff have clear guidelines if the situation arises.

Reasonableness:

If the amount deposited in the funded depreciation account is less than
the amount required, the difference will be assumed to have been applied to
reduce debt and interest expense will be reduced accordingly. This is a
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